This paper examines how capital account liberalization (CAL) affects Foreign Direct Investment (FDI) inflows. The authors use the System Generalized-Method-of-Moments (GMM) estimator developed for the dynamic panel model for a sample of 17 Middle East and North Africa (MENA) countries from 1985 to 2009. Their findings reveal that the positive impact of CAL on FDI depends on the political stability in a host country. Furthermore, the results show that enhancing democratic institutions, enforcing property rights, reducing the risk of expropriation and religious tension seem to be some of the most promising policies to attract FDI to the region. The authors also find that foreign investors value the quality of institutions more than the level of corruption or bureaucratic quality in the location choice. Their results are robust to using different indicators of institutional quality. The findings are relevant for MENA countries given that many of them have engaged in a process of liberalization and have weak institutions.
Introduction
While global cross border capital flows have risen to reach nearly $6 trillion in 2004, only a small fraction (about 6.4 percent) flows to developing countries. Researchers cannot help but ask, why doesn't capital flow from rich to poor countries as predicted by classical economic theory? Some academics and policy makers are seeking to provide a possible explanation for « why? » despite the surge in capital mobility over the last decade, FDI inflows to developed countries are much larger than those to developing countries. Addressing this question, an important strand of literature Kaminsky and Schmukler (2003) , Kose et al. (2003) , Campion and Neumann (2004) and Caprio et al. (2001) have paid special attention to the role of financial liberalization in absorbing FDI. They suggest that countries can attract more international capital flows by de-regulating activities in their domestic financial markets, liberalizing their capital account transactions and their equity markets. Brafu-Insaidoo and Biekpe, (2014) employ three explanations on how capital account liberalization affects capital inflows: Firstly, the removal or relaxation of restrictions on foreign ownership limitations can increase FDI inflows. Secondly, the de-regulation of offshore borrowing can attract more foreign private loan inflows through the removal of quantitative restrictions on overseas borrowing and the provision of tax incentives. Thirdly, the abolition of multiple exchange rate practices can enhance the foreign capital inflows by eliminating economic distortions and reducing the uncertainties and the risks about exchange rates particularly during repatriation of capital or income from capital.
Another body of literature (Chan and Gemayel, 2004 , Onyeiwu, 2003 , Daniele and Marani, 2006 and Alfaro et al. 2008 ) has focused on the role of political stability and institutional quality in boosting FDI. They suggest that low institutional quality is the leading factor in explaining the lack of capital flows from rich to poor countries.
Recently, Asiedu and Lien, (2011) and Okada (2013) have examined the impact of institutional factors on the degree of association between capital control and FDI inflows. They show that financial openness improves FDI inflow only in countries with good institutional quality comparing to countries with poor institutional quality.
In this paper, we try to give an explanation on the question of "why FDI does not flow from rich to poor countries" by examining the role of interaction effect between financial openness and institutional in enhancing FDI in the MENA region. The MENA region is a particularly interesting example for this study, given that although most member countries have undertaken financial liberalization in the 1980's as part of the structural adjustment programs of the IMF and World Bank in order to promote FDI, it continues to attract a smaller share of FDI than all other regions except for Sub-Saharan Africa. Over the period between 2006 and 2010, the share of FDI inflows in the MENA region represented on average about 6.5 percent of the world's total FDI inflows, against 23.62 percent in East Asia and Pacific and 8.72 percent in Latin America and Caribbean. The Central Europe and Asian region have maintained the lion's share of global FDI flow (59 percent). This distribution is not only particular to this period or one year, but also to the whole previous decades (World Bank, 2010) .
The lower level of FDI inflows to the MENA region can be explained by two main reasons: The first one is related to the fact that multinational firms are unlikely to invest in countries with bad institutions even if these countries become more financially open. In contrast, if countries which have good institutions become more financially open, it is expected that international capital flows to these countries will increase. The second one is that, in the financially open countries, a perceived deterioration in its policy environment could be punished by the flight of capital out of the country. political risk alter the relation between capital openness and FDI? and (iii) does the effect of capital openness on FDI depend on the threshold level of institutional quality beyond which CAL can foster FDI inflows?
We contribute to the literature in several ways: Firstly, we study the effect of financial globalization on international capital inflows, which remains controversial by using a sample of 17 MENA countries from 1985 to 2009. Secondly, while some previous studies have analyzed the effects of financial openness and institutional quality on FDI separately, our study examines the role of institutional quality as a key factor in explaining the mixed results of financial openness on FDI inflows. Our attention is particularly focused on testing whether institutional quality in the MENA region can alter the relation between capital openness and FDI. Finally, we empirically investigate the impact of detailed sub-components of political risk on the degree of association between capital control and the FDI inflows.
We focus on the two influential papers given by Vu (2007) and Okada, (2013) , who introduced the interaction terms between institutional quality and capital openness to examine the impact of institutional factors on the degree of association between capital control and FDI inflows. Our model differs from their model in that we look at more than one aspect of institutional quality such as government stability, socioeconomic conditions, investment profile, internal conflict, external conflict, corruption, military in politics, religious tensions, law and order, ethnic tensions, democratic accountability and bureaucracy quality. To check the robustness of our results we use an alternative set of institutional quality given by Kaufmann et al. (1999) .
The remainder of the paper is organized as follows: Section 2 presents a review of empirical literature. Section 3 describes the data and methodological framework. Section 4 presents the empirical results and Section 5 concludes.
Literature Review
There are a few empirical studies that have been done to investigate the impact of financial liberalization on FDI inflows, and a few empirical analyses have focused on the effects of capital controls. In this section, we recall the main research studies in this subject.
In an influential book on the consequences of trade barriers, Bhagwati (1978) argued that FDI contributes to growth by enhancing economic efficiency and that open economies are more likely to attract FDI. Gastanaga and al. (1998) supported the notion that countries with relatively liberalized capital accounts attracted more foreign direct investment flows than countries that are more closed. The study investigated up to forty nine developing countries, and found that openness to international capital flows and foreign direct investment in particular had a positive impact on the level of foreign direct investment flows. It also suggests that more liberalized economies have investment ratios that are higher than closed economies and this behavior is associated with higher FDI inflows. Kyaw (2006) suggests that developing countries can increase the attractiveness to foreign direct investors by reducing the impediments to capital movements. Fratzscher and Bussiere, (2004) show that the size of FDI inflows can influence the effect of capital account openness on growth in the longer terms. They assert that "The acceleration of growth immediately after liberalization is found to be often driven by an investment boom and a surge in portfolio and debt inflows. By contrast, the quality of domestic institutions, the size of FDI inflows and the sequencing of the liberalization process are found to be important driving forces for growth in the medium to longer term".
2000 examine the impact of three types of capital control policies on FDI: The existence of multiple exchange rates; restrictions on capital account, and restrictions on the repatriation of export proceeds. They present mixed findings with some evidence that FDI flows are impacted by capital account policies, but only in specific geographical regions. More precisely, they find that the impact of capital controls on FDI varies by region and has changed over time. In the 1970s and 1980s, none of the policies had a significant impact on FDI. In the 1990s, all three were significant. Furthermore, capital controls have no effect on FDI to SSA and the Middle East, but affects FDI to East Asia and Latin America adversely. Kinga Z. Elo, (2007) analyzes the effects of capital controls on FDI by using the data of 81 countries from 1980 to 2001 and shows that capital controls reduce the quality of foreign direct investments both in terms of volatility and volume. The effects of capital controls on FDI depend heavily on the country's economic environment, particularly its country risk characteristics. Butkiewicz and Yanikkaya, (2008) find that developing countries with capital controls are less likely to benefit from capital inflows, especially from FDI, so capital restrictions reduce the benefit of FDI on growth. Rachdi and Saidi (2011) find a positive correlation between the liberalization of the capital account and economic growth via FDI.
Some less optimistic conclusions on the effect of capital account openness are suggested by Aizenman and Noy (2004) who find that capital controls have no impact on aggregate capital flow volumes. Brafu-Insaidoo and Biekpe (2014) examine the impact of different aspects of external financial liberalization, domestic financial deregulation and regionalism on international capital flows on the case of 37 SSA countries, among other results, they find that while the aggregate capital account liberalization is not significant, the liberalization of inward FDI directly increases FDI. In the same vein, Cherif et al. (2011) show that the effects of capital openness policies on FDI depend on the host region, it is an ingredient for attracting FDI in Latin America whereas it repeals FDI in Central and Eastern Europe countries. In the Mediterranean region, South Asia and Africa it seems to be inconsistent.
This controversy has prompted research on the evaluation of the possible preconditions under which capital account liberalization may promote FDI inflows. Some of them have underlined the influence of institutional qualities in the host countries on the degree of association between CAL and FDI inflows. Noy and Vu (2007) construct an annual panel dataset for 62 developing and 21 developed countries from 1984 to 2000 and they conduct an empirical analysis for each group separately, given that the factors that affect FDI inflows are different across the two groups. They use a standard FDI determination model with fixed effect and they add the capital control variable. Furthermore, in order to examine whether the impact of capital controls on FDI inflows is sensitive to different institutional factors like corruption, financial risk and political stability they include interaction terms between capital openness and corruption, interaction between capital openness and institutional variables. Among other results, they show that an increase of one standard deviation in the capital openness will increase FDI inflows by 0,71 percent and 0,32 percent for the developing countries and developed countries samples, respectively.They underline that the liberalization of the capital account is not sufficient to generate increases in inflows unless it is accompanied by a lower level of corruption or a decrease in political risk.
These results are obtained by using fixed effects and least squares estimators and confirmed by the GMM dynamic two step panel estimator. Cherif et al. (2011) argue that capital account openness does not enhance foreign investment into domestic markets unless it is associated with passing new laws, easing regulations and improving governance in order to attract foreign investors. Okada (2013) uses a dynamic panel model to examine how financial openness and institutional quality affect international capital inflows in the sample of 112 countries from 1985 to 2009. He finds that while financial openness and institutional quality do not individually have significant impacts on international capital inflows, their interaction effects are significant. He confirms the assumption that the partial effect of capital openness on FDI inflows is depending on the level of institutional quality. He concludes that capital account openness improves FDI inflow only in countries with good institutional quality compared to countries with poor institutional quality. Furthermore, among institutional factors, bureaucratic quality and law and order appear to play an important role in promoting FDI.
Data and Methodological Framework
To examine whether the liberalization of the capital account is sufficient to generate increases in FDI inflows, this study uses a sample of 17 MENA countries from 1985 to 2009. Our empirical approach is inspired by a theoretical framework due to Noy and Vu (2007) and Okada (2013) . Accordingly, we employ a dynamic panel model for FDI net inflows which includes a lagged depended variable. Our basic empirical model is therefore as follows:
Where "i" refers to countries, "t" to time and " i" is the country specific fixed effects. Table 4 , and summary statistics for key variables are provided in Table 5 (Appendix).
We are interested in the partial effect of capital openness on FDI inflows, which varies with the level of political risk:
1 Among other measures of capital account liberalization, we adopt the KAOPEN index as developed by Chinn and Ito (2008) . One of the merits of this index is that it refers to the intensity of capital controls because it incorporates other types of restrictions such as current account restrictions, not just capital account controls. Also, this index covers many countries (181 countries) for a long time period (1970 through 2008) ( Table 4 in the Appendix). We use the updated database from 1970 through 2011.
2 We use two composits index of political risk: the ICRG index which is based on political risk rating provided by the PRS Group, comprising 12 subcomponents and EURO index as an altenative measure of political risk which is provided by Euromoney.
= + * (2)
The expected results that can examine the role of political stability to channelize the impact of capital openness on FDI can be illustrated as follows:
• If both α and β have positive sign, capital openness has a positive impact on FDI inflows, and institutional factors further enhance that positive impact.
• If α is positive and β is negative, capital openness has a positive impact on FDI inflows, and institutional factors detract from that positive impact.
• If α negative is and β is positive, capital openness has a negative impact on FDI inflows, and institutional factors alleviate that negative impact.
• If both α and β have negative signs, capital openness has a negative impact on FDI inflows, and institutional factors aggravate that negative impact.
Equation (1) allows us to calculate the threshold level of political risk in the short period 3 beyond which capital openness promotes FDI inflows. Thus, the positive effect of capital openness on FDI inflows is observed when:
Therefore, the threshold level of political risk is given by the following expression:
Next, to reveal the key role of each 12 sub-components of the political risk index to explain the relation between capital openness and FDI we include "k" which represents respectively the effects of government stability, socioeconomic conditions, investment profile, internal and external conflict, corruption, military in politics, religious tensions, law and order, ethnic tensions, democratic accountability, and the quality of bureaucracy.
Moreover, to avoid the problem of multicollinearity, the 12 indicators will be singly added to our regression. As a robustness check, we adopt another set of institutional qualities given by Kaufmann et al. (2010) . They construct six different indicators, each representing a different dimension of governance: Voice and accountability, political stability, government effectiveness,regulatory quality, rule of law and control of corruption 4 .
Our model is written as follows:
One of econometric problems that may arise from estimating Equations (1) and (3) is that the dynamic structure of the model makes the OLS estimator upwards biased and inconsistent, due to the correlation between the unobserved country-specific and the lagged FDI (see Baltagi 2008) . The GMM estimator suggested by Arellano and Bond (1991) provides consistent estimates for such models. This estimator often referred to as the "difference" GMM estimator takes the first difference of the data and then uses lagged values of the endogenous variables as instruments. This allows to get rid of country specific effects and eliminates any endogeneity that may be due to the correlation of these country specific effects and the explanatory variable. Arellano and Bover (1995) and Blundell and Bond (1998) point out that when the explanatory variables are persistent over time, lagged levels are weak instruments for first differences. Blundell and Bond (1998) proposed a more efficient estimator, the "system GMM estimator", which mitigates the poor instruments problem by using additional moment conditions. However, the system estimator has one disadvantage: It uses too many instruments.
Thus, the difference estimator suffers from the "weak" instruments problem and the system estimator exhibits the "too many" instruments problem (Asiedu and Lien 2011) . In our study we use the system GMM approach which generally produces more efficient and precise estimates compared to difference GMM by improving precision and reducing the finite sample bias (Baltagi 2008) .
To verify the consistency of the GMM estimator, we consider two specification tests: First, the Hansen test (Jtest) for over-identifying restrictions. The hypothesis being tested is that the chosen instruments are uncorrelated with the residuals. If the null hypothesis is not rejected, the instruments are valid. Second, the Arellano-Bond test for autocorrelation, examines the null hypothesis of no order serial correlation in the first-differenced residuals.
We check for second-order correlation AR (2) 5 which should be not rejected the null hypothesis.
The Empirical Results
Using the econometric method outlined above, this section presents regression results of the relationship between capital openness and FDI in the presence of political risk. We proceed to do various tests using Equation (1).
Results are presented in Table 1 . However, we do not only address the political risk composite, but also the components of political institutions. Using Equation (3) we report the relationship between financial openness, FDI and each of 12 indicators of institutional indicators in Table 2 . We present the results of our robustness check in Table 3 .
The GMM system regressions satisfy both the Hansen test of over-identifying restrictions and the serial correlation test. In all our model specifications, the Hansen test cannot reject the null hypothesis that our instruments are valid. Moreover, the AR (2) test fails to reject the null hypothesis that there is no second order autocorrelation in the differentiated residuals.
5 By construction, the differenced error term is probably first order serially correlated even if the original error term is not. (2) and (3) we separately add two main explanatory variables, financial openness and political risk. Then, Regression (5) reports the results where we control these two factors simultaneously. Finally, in Regression (7) we present results for whether political risk can alter the relation between capital openness and FDI, thus we introduce the interaction term between capital openness and political risk. Columns (4), (6) and (8) report results of the alternative index of political risk produced by Euromoney.
First, let us take a look at the main determinant of FDI in the absence of capital openness policy, Column 1 in Table 1 shows that the coefficients of lagged FDI and fuel variables are positive and statistically significant at 1 and 10 percent, respectively. A one standard deviation increase in the share of fuel in total merchandise exports (which is a proxy for natural resources abundance) drives the ratio of FDI to GDP positively by 1.04 percentage points in the MENA region [dFDI/dFUEL=0.026 ×40=1.04]. The non-significance of GDP growth rate can be explained by the fact that the majority of the MENA countries are endowed with natural resources. Thus, economic growth may not be an important factor in the decision to invest in these countries while natural resource availability is very important for attracting FDI in the MENA region (Wasseem 2012 (5) and (6) we add ICRG and EURO political risk indexes, results indicate that the coefficient of KAOPEN "α" became negative and significant at the level of 1% and 10%, respectively. We can infer that political instability appears to have a negative impact on capital openness policy and FDI relationship.
Then, to check whether the impact of capital control on FDI inflows is sensitive to political risk, we include the interaction term between these two variables. Results are reported in Column (7) and (8) 
Capital Openness, Unbundling Institutions and FDI
In a previous subsection, institutional quality is discussed as a composite index of political risk comprising 12 sub-components. However, this index may be too aggregated to capture the appropriate effects on FDI inflows. Table 2 summarizes the results from the regressions run with each of the components of the political risk index by using Equation (4), (government stability, socioeconomic conditions, investment profile, internal conflict, external conflict, corruption, military in politics, religious tensions, law and order, ethnic tensions, democratic accountability and bureaucracy quality) by introducing the interaction terms. Results show that the estimated coefficient of democratic accountability and law and order are positive and significant at the 1% level, this implies that high levels of democracy and property rights protections increase FDI inflows to the MENA region (Columns 8 and 10).
The main finding is that, the effect of the interaction term between financial openness and the political risk index on FDI depends on the institutional indicators used in regression. In Columns (1)- (10), where government stability, socioeconomic conditions, investment profile, internal conflict, external conflict, military in politics, religious tensions, law and order, ethnic tensions and democratic accountability are used as the proxy for institutional quality, the coefficient of interaction term between financial openness and each institutional quality is significant and positive, suggesting that financial openness alone may lead to hamper FDI inflows ( KAOPEN has a negative sign) but that this outcome can be avoided only if countries have attained a threshold level of institutional quality However, in all cases, the MENA region seems far from the threshold level (mean <threshold level). Furthermore, results show that some institutional aspects matter more than others, financial openness policy in a country with important scores in democratic accountability, religion tension and investment profile attract more foreign investors.These results suggest that capital account policy induced effects are stronger in democracies than in autocracies as argued by Asiedu and Lien (2011) .
In the specification containing bureaucracy quality and corruption, the coefficients of the interaction term are statistically significant at the five and ten percent level, respectively, and are negative. Table 3 reports the results of the alternative database of six governance indicators developed by Kaufman et al. (2010) . Given the availability of data, we consider only the period from 1996 to 2008. Our main findings are that in terms of significance the results are consistent with those when we consider the ICRG database for FDI inflows.
In Columns (1) to (5), where voice and accountability, political stability, government effectiveness, regulatory quality, rule of law are included, the interaction term between financial openness and institutional quality has a significant positive effect on FDI. However, in the specification containing control of corruption, the coefficient of the interaction term is statistically significant at the five percent level, and is negative. This suggests the importance of a strong institutional environment in mitigating the negative effect of financial openness on FDI inflows. Indeed, in order to benefit from the positive effect of capital openness on FDI inflows, MENA countries must reach a certain level of institutional quality.
Conclusions
This paper sought to investigate the nexus between CAL and FDI inflow and to test whether the results are affected by political risk and institution qualities, by focusing on the MENA region. We use the two-step system GMM estimator developed for the dynamic panel model which is asymptotically efficient and robust for all kinds of heteroscedasticity.
There are three important findings: First, the effect of financial openness on FDI is increasing in the level of political risk index. In other words, capital inflows in countries with political stability benefit more from financial openness than those in countries with high political risk. More precisely, we demonstrate that institutional quality show that foreign investors value the quality of institutions more than the level of corruption or bureaucracy quality in the location selection.
Our results have some policy implications for the institutional reform approach to be adopted. They suggest that financial openness and higher institutional qualities coupled together can enhance FDI inflows that are considered to be one of the important sources of economic development. The MENA countries must improve institutional quality, especially by developing strong property rights protections and enhancing democratic institutions ***, **, * refer to the 1, 5 and 10% levels of significance respectively. The model is estimated with the two-step Arellano-Bond GMM dynamic panel methodology which is asymptotically efficient and robust for all kinds of heteroskedasticity. a FDI t-1 is considered to be a predetermined variable and it is instrumented by their lagged values of at least one period. b KAOPEN is supposed to be endogenous, therefore we use lagged values of at least two periods as an instrument (Arellano and Bover 1995) . The explanatory variables such as control variables and political indicators are considered as exogenous thus, we use their current values as instruments. To ensure comparability among the components and easier interpretation of the results, we rescaled the sub-components from 0 to1. c AR (2) is a test of second-order residual serial correlation. d J-test is the Hansen overidentification test. Rows [17] show the threshold level of the political risk variable beyond which the capital account openness has a positive impact on FDI. ***, **, * refer to the 1, 5 and 10% levels of significance respectively. The model is estimated with the two-step Arellano-Bond GMM dynamic panel methodology which is asymptotically efficient and robust for all kinds of heteroskedasticity. a FDI t-1 is considered to be a predetermined variable and it is instrumented by their lagged values of at least one period. b KAOPEN is supposed to be endogenous, therefore we use lagged values of at least two periods as an instrument (Arellano and Bover 1995) . The explanatory variables such as control variables and political indicators are considered as exogenous thus, we use their current values as instruments. To ensure comparability among the components and easier interpretation of the results, we rescaled the sub-components from 0 to1. c AR (2) is a test of second-order residual serial correlation. d J-test is the Hansen overidentification test. (2) 
Government Stability
Measures the government stability to carry out its policies and to stay in office.
PRS-ICRG

Socioeconomic conditions
Captures socioeconomic pressures at work in society that might restrain government action or elevate social dissatisfaction and thus destabilize the political regime.
PRS-ICRG
Investment Profile
Assess the investment profile, that is, factors related to the risk of investment that are not covered by other (financial and economic) risk components, such as contract viability (expropriation), profits repatriation or payment delays.
PRS-ICRG
Internal Conflict
Stands for internal conflict, measuring political violence within the country and its actual or potential impact on governance by focusing on, for instance, civil war, terrorism, political violence or civil disorder.
PRS-ICRG
External Conflict
Weight external conflict, namely the risk to the incumbent government from foreign action, ranging from non-violent external pressure, such as diplomatic pressure, withholding aid or trade sanctions, to violent external pressures, ranging from cross-border conflicts to all-out war. 
PRS-ICRG
Millitary in politics
Represents the influence of the military in politics, which could signal that the government is unable to function effectively, therefore, the country might have unfavorable environment for business.
PRS-ICRG
Religious Tension
Measures religious tensions, stemming from the domination of society and/or governance by a single religious group seeking, for instance, to replace civil by religious law or to exclude other religious from the political and social press.
PRS-ICRG
Law and Order
Quantifies law and order, that is, the strength and impartiality of the legal system.
PRS-ICRG
Ethnic Tensions
Assesses the degree of tensions among ethnic groups attributable to racial, nationality or languages divisions.
PRS-ICRG
Democratic accountability Relates the democratic accountability of the government, that is, the responsiveness of the government to its citizens, but also to fundamental civil liberties and political rights.
Bureaucracy Quality
Stands for the institutional strength and quality of the bureaucracy, which might act as a shock absorber tending to reduce policy revisions if governments change.
PRS-ICRG
Corruption
It evaluates the degree of corruption within the political system.
PRS-ICRG
Rule of law
Captures perceptions of the extent to which agents have confidence in and abide by the rules of society, and in particular the quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence.
WGI c
Voice and accountability
Captures perceptions of the extent to which a country's citizens are able to participate in selecting their government, as well as freedom of expression, freedom of association, and a free media.
WGI
Political stability and absence of violence
Measures perceptions of the likelihood that the government will be destabilized or overthrown by unconstitutional or violent means, including politically-motivated violence and terrorism.
WGI
Government effectiveness
Captures perceptions of the quality of public services, the quality of the civil service and the degree of its independence from political pressures, the quality of policy formulation and implementation, and the credibility of the government's commitment to such policies.
WGI
Regulatory quality
Captures perceptions of the ability of the government to formulate and implement sound policies and regulations that permit and promote private sector development.
WGI
Control of corruption
Captures perceptions of the extent to which public power is exercised for private gain, including both petty and grand forms of corruption, as well as "capture" of the state by elites and private interests. 
